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INTRODUCTION 


Major reform of the federal sales tax system is an integral part of the government's plan for 
comprehensive tax reform. The government is committed to replacing the current sales tax 
levied at the manufacturer's level with a broad-based multi-stage sales tax. Discussions are 
proceeding with the provinces and other interested parties to determine the most effective 
means of implementing the new sales tax system. 


Pending the conclusion of these talks and the replacement of the existing sales tax with a 
multi-stage tax, changes are necessary to correct some of the most serious inequities in the 
current system and to stem the erosion of the tax base through the use of tax avoidance 
mechanisms, 


To deal with some of these problems in the existing federal sales tax system, the government, 
in the June 18, 1987 White Paper on tax reform, proposed to: 


ts apply the federal sales tax to sales by marketing companies related to a manufacturer; 


2. apply the tax on the fair market value of goods sold to non-arm's-length persons where 
the manufacturer is also making substantial sales to independent persons; and 


cP shift the federal sales tax from the manufacturer's to the wholesale level for a range 
of products including household chemicals, toys, games, sporting goods, records, compact 
discs, prerecorded tapes and pet litter. 


On November 3, 1987 the government announced that it would proceed with the fair market value 
provisions effective January 1, 1988, but would defer implementation of the proposals 
pertaining to related marketing companies and shifts of tax to the wholesale level until 

July 1, 1988 to allow time for further consultation on these measures. 


Consultations since June have indicated that the approach to related marketing companies 
would not correct all of the inequities arising from the creation of related marketing 
companies and, in some cases, could give rise to new problems. 


Concern was also expressed about potential new inequities that would be created between 
competing sellers by shifting the tax to the wholesale trade level on certain products. A 
number of businesses, and organizations such as the Canadian Federation of Independent 
Business, emphasized that wholesalers and their small retailer customers are already 
disadvantaged relative to large retailers -tecause some goods are taxed at the wholesale 
level, and would be further disadvantaged by the proposal to shift the federal sales tax to 
the wholesale trade level for more products. 


The government has therefore decided not to proceed with the shifts in tax to the wholesale 
trade level announced last June, other than for pet litter. Thus, the proposals to shift the 
tax to the wholesale trade level for household chemicals, toys, games and sporting goods and 
records and tapes will not be implemented. In addition, the wholesale tax on pet foods, 
snack foods, candy and confectionery, microwave ovens, televisions and video recorders and 
players will be shifted back to the manufacturer's trade level effective November 1, 1988. 


Tax will continue to be imposed at the wholesale trade level on motor vehicles, cosmetics, 
health goods, prerecorded video cassettes and pet litter. Imposition of the tax at the 
wholesale level continues to be the most effective means of dealing with the structural 
problems of the manufacturer's sales tax in relation to these commodities for reasons 
particular to the trade practices in each of these industries. 


This document sets out a measure dealing with the tax treatment of marketing and distribution 
costs that addresses some of the problems in the existing system. 


THE EAISTING (SYSTEM 


The current sales tax for those goods that are taxed at the manufacturer's level is applied 
to a domestic manufacturer's sale price, adjusted to take account of specific exclusions ana 
inclusions, and in the case of imported goods it is applied to their duty-paid value. Value 
for tax of domestic goods could also be adjusted by applying section 34, the fair price 
provision, of the Excise Tax Act. However, as a result of a 1986 Federal Court decision, 


Vanguard Coatings and Chemicals Ltd. v. Minister of National Revenue, considerable 


uncertainty has been created about the appropriate application of the fair price provisions, 


The strict application of the tax can thus lead to very different values for tax depending on 
the organization of a company. Consider the following examples where the selling price of a 
product, exclusive of tax, is made up of the following components: 


Sale price to wholesaler (excluding tax) $100.00 
of which: 

Manufacturing cost $65.00 

Marketing and distribution (M&D) costs $25.00 

Transportation SAS. 

Profit ($3 on manufacturing; $2 on M&D) $ 5.00 


If this product is sold directly by the manufacturer, under current law the tax would be 
calculated as in Example 1. 


EXAMPLE 1 


DIRECT SALE BY DOMESTIC MANUFACTURER 


Sale price $100.00 
Transportation #915200 
Value for tax 95.00 
Tax at 12% 11.40 
Cost to wholesaler $111.40 


Marketing Companies 


Under section 34 of the Excise Tax Act, the Minister of National Revenue may determine a fair 
price for transactions between related companies. Under the interpretation which existed 
prior to the 1986 decision, the Minister could impose tax on a value equivalent to the price 
at which similar goods were or would have been sold to independent persons at a trade level 
where the goods were first sold in competition with other goods. Consequently, Revenue 
Canada was able to equalize the tax on goods sold via related marketing companies with the 
tax on goods sold directly by domestic manufacturers. 


Prior te the 1986 decision, if the product was sold through a related marketing company, the 
tax was calculated as in Example 2. 


The value for tax in this example is deemed to be $95.00 (sale price to the wholesaler less 
transportation). 


EXAMPLE 2 


SALE THROUGH A RELATED MARKETING COMPANY WITH FAIR PRICE RULE APPLIED 
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Manufacturing cost $65.00 
Protit 3.00 
Sale price to related marketing company $ 68.00 
M&D costs 25.00 
Transportation 5.00 
Profit 2.00 
Sale price by marketing company 100.00 
Deemed value for tax 95.00 
Tax at 12% 11.40 
Cost to wholesaler 111.40 


This example illustrates that the tax advantage gained by transferring goods to a related 
marketing company at a price that recovers only manufacturing costs and profit could be 
offset by applying the fair price rule. The potential application of this rule discouraged 
the creation of related marketing companies solely to gain a tax advantage, and ensured that 
goods sold through related marketing companies were taxed at a price equivalent to that which 
would have been paid by an independent person. 


In many cases, the comparative effect of administrative deductions and discounts and the 
imposition of fair prices was to equalize the tax burden applied to national brand goods sold 
through different trade channels. 

However, because of the uncertainty of the application of section 34 as a result of the 
Vanguard case, a product sold today through a related marketing company could quite possibly 
be taxed as in Example 3. 


EXAMPLE 3 


SALE THROUGH A RELATED MARKETING COMPANY WITHOUT APPLICATION OF FAIR PRICE RULE 


Manufacturing cost $65.00 
Prorat 3.00 
Sale price to marketing company $ 68.00 
Tax at 12% 8.16 
M&D costs 25.00 
Transportation 5.00 
Profit 2.00 
Cost to wholesaler on purchase from marketing company 108.16 


In this case, the product is subject to $3.24 less tax ($11.40-$8.16) than if it had been 
sold directly by the manufacturer as in Example 1. Thus, there is great incentive to avoid 
tax by establishing a related marketing company, and traditional manufacturers selling 
directly to wholesalers are placed at a severe competitive disadvantage. 


Contract Manufacturers and Private Brands 


Next, consider the case where the "manufacturer" of a national brand product ceases 
fabrication, buys the goods from a contract manufacturer and performs only the marketing and 
distribution functions. In this case, the tax would be calculated as in Example 4. 


EXAMPLE 4 


SALE OF A NATIONAL BRAND GOOD PRODUCED BY A CONTRACT MANUFACTURER 
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Manufacturing cost $65.00 
Prony 3.00 
Sale price by contractor $ 68.00 
Tax at 12% 8.16 
M&D costs, transportation and profit of national brand manufacturer 32.00 
Cost to wholesaler 108.16 


A comparison of Example 4 with Example 1 illustrates that there is a strong tax incentive for 
the national brand manufacturer to contract out the actual fabrication in order to save $3.24 
($11.40-$8.16) in tax. 


This same advantage over a national brand manufacturer fabricating its own product may be 
obtained by a large retailer purchasing goods (which frequently bear the retailer's own 
brand) directly from a contract manufacturer. This is shown in Example 5. 


EXAMPLE 5 


SALE OF PRIVATE BRAND GOOD PRODUCED BY CONTRACT MANUFACTURER 


Manufacturing cost $65.00 
Profit 3.00 
Sale price to large retailer ee $ 68.00 
Tax at 12% 8.16 
M&D costs, transportation and profit component borne by large 
retailer 32.06 
Cost to large retailer 108.16 
Imports 


There are also problems in the current system which are not related to the establishment of 
marketing companies. These are illustrated in the following examples. 


lf the product referred to above is manufactured abroad and sold through a Canadian 
distributor, tax would be calculated as in Example 6. 


EXAMPLE 6 


SALE OF IMPORTED GOOD 
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Duty-paid value $68.00 
Tax at 12% $ 8.16 
Price to Canadian distributor none 
M&D costs, transportation and profit 32200 
Cost to wholesaler 108.16 


Thus, the foreign-made product is subject to $3.24 ($11.40-$8.16) less tax than the product 
of a domestic manufacturer (Example 1). This is the case even though the Canadian 
manufacturing costs, including profit, are assumed to be identical to the duty-paid value of 
the foreign-made good. 


Vertically Integrated Firms 


Further problems with the existing federal sales tax system occur when manufacturing and 
wholesaling functions are combined in some firms, but not in others selling the same goods. 
Assuming that the wholesale margin, to cover marketing and distribution Gost, 15-310; 
consider Examples 7 and 8. 


EXAMPLE 7 


SALE BY MANUFACTURER THROUGH WHOLESALER TO RETAILER 
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Manufacturer's selling price $100.00 
Transportation oS, 00 

Value for tax | a0 

Tax at 12% 11.40 

Cost to wholesaler 111.40 
Additional M&D at wholesale level 10.00 

Cost to retailer 121.40 
EXAMPLE 8 


SALE BY MANUFACTURER/WHOLESALER TO RETAILER 


Manufacturing cost $65.00 
M&D costs 25.00 
Transportation 5.00 
Profit 5.00 
Additional M&D at wholesale level 10.00 
Sale price to retailer $110.00 
Tax at 12% 1320 
Cost to retailer 123,20 


Thus, the manufacturer/wholesaler in Example 8 is subject to $1.80 more tax ($13.20-$11.40) 
than the manufacturer selling to an independent wholesaler in Example 7. 


To deal with this trade level problem, over the years Revenue Canada has developed a complex 
system of “established” and "determined" values as set out in memorandum ET 202. Under this 
system, discounts are allowed in some cases where sales are made directly to the retail 
level. Thus, the combined manufacturer/wholesaler in Example 8 might be permitted a 
14-per-cent discount from its sale price to equalize its value for tax to that of a sale to 
the wholesale trade level as shown in Example 7. Example 9 shows how a determined value is 
taken into account for tax purposes in this case. 


EXAMPLE 9 


SALE TO A RETAILER BY A MANUFACTURER/WHOLESALER WITH A DETERMINED VALUE 


a 


Sale price to retailer $110.00 
Determined value discount at 14% $15.40 
Value for tax 94.60 
Tax at 12% 11.39 
Cost to retailer 1Z).55 


ee 


Example 9 illustrates that the use of a determined value reduces the tax burden of the 
manufacturer/wholesaler in Example 8, to approximately that of the manufacturer in Example 7, 
$11.35 versus $11.40. However, this system is imperfect and gives rise to inequities when 
discounts established many years ago no longer accurately reflect appropriate margins. 


PROPOSED MEASURES 


The most appropriate solution to these and other problems of the current federal sales tax is 
a multi-stage tax with a comprehensive base. All manufacturers, wholesalers, retailers and 
others in the marketing chain would pay tax on their sales but would receive full tax credits 
equal to the amounts of tax included in their purchases. The aovernment has been working 
with the provinces and others to develop the most effective means of implementing this 

system -- particularly the opportunity of an integrated National Sales Tax. 


{n the meantime, an interim solution is required, not only because of the uncertainty created 
by the decision in Vanguard v. MNR but also because of the distortions described above. 

The measure described below is designed to improve the existing system pending the 
introduction of a multi-stage sales tax in stage two of tax reform. This measure will reduce 
biases that favour imports over domestic gcods, firms that sell] through marketing companies 
over firms that sell direct to customers, and private brands over national brand goods. It 
will also maintain sales tax revenues as projected in the White Paper. 


Formula for Adjustment and Deduction 


In calculating the value for tax of goods subject to federal sales tax at the 12-per-cent 
level, manufacturers will, in general, be required to base their tax on selling price 
(subject to certain rules set out below) but will be allowed to deduct their marketing and 
distribution costs, including freight and installation. Importers will be allowed to deduct 
marketing and distribution costs included in the duty-paid value of the goods which are 
incurred specifically for purposes of marketing and distributing the imported goods in 
Canada. 


To compensate for the removal of marketing and distribution costs from the tax base, the 
resulting value will be adjusted upward by 25 per cent. The amount of this adjustment is 
directly related to the prior deduction of marketing and distribution costs, which average 
that amount. 


This adjustment will apply to the sale price less marketing and distribution costs. For 
domestic goods, sale price is the full amount charged by the manufacturer to a customer for 
the goods. In the case of imported goods, sale price is the duty-paid value. The taxpayer 
will be allowed to deduct either actual marketing and distribution costs or one of two 
standard deductions described below. 


The operation of the system can most easily be described by way of the following formula: 

Tax Payable = [(Sale price - M&D costs) X 1.25] X 12% 

where M&D costs means marketing and distribution costs 
Where manufacturers or importers choose not to claim actual marketing and distribution costs, 
they will be permitted a standard deduction of 25 per cent of the sale price on the first 
$250,000 of annual taxable sales and 7 per cent of the sale price on subsequent sales. 


Special rules for small businesses and for manufacturers currently authorized to use 
industry-wide determined values are set out below. 


The effect of this measure will be to reduce the tax base to manufacturing cost plus profit 
for all domestic and imported goods. The value for tax of goods sold by domestic 
manufacturers, who currently pay tax on their selling price inclusive of marketing and 
distribution costs, will be reduced to a level close to the value for tax of competing 
imports, private brands and goods sold through related marketing companies. 


Determination of the value for tax before and after the introduction of the measure is 
illustrated in Example 10. 


EXAMPLE 10 


DIRECT SALE BY A DOMESTIC MANUFACTURER 


Present System Proposed Measure 
Sale price $100.00 Sale price $100.00 
Transportation $5.00 M&D costs $30.00 
Mone, tor tax’ 95,00 Manufacturer's price 70.00 
Value for tax 

(7ORTIZ9) 87.50 
Tax at 12% 11.40 Tax at 12% 10.50 
Cost to wholesaler 111.40 Cost to wholesaler 110.50 


Because marketing and distribution costs in this example exceed the average for the economy 
as a whole, the proposed measure would result in a lower tax for this taxpayer. For 
taxpayers with below average marketing and distribution costs, tax would be higher as a 
result of the proposed measure. 


Example 11 compares the determination of the value for tax of a direct sale by a manufacturer 
with a sale through a related marketing company. 


EXAMPLE 11 


PROPOSED MEASURE: DOMESTIC MANUFACTURER 


Sale Through a Related 


Direct Sale Marketing Company 

Sale price $100.00 Sale price $68.00 

M&D costs $30.00 Standard M&D 

Manufacturer's deduction at 7% $ 4.76 

price 70.00 Manufacturer's price 63.24 

Value for tax 87.50 Value for tax 79.05 

Tax at 12% 10.50 Tax at 12% 9.50 
M&D costs 25.00 
Transportation 5.00 
Profit 2.00 

Cost to wholesaler 110.50 Cost to wholesaler on 


purchase from marketing 


company 109.50 


Thus, comparing Examples 1 and 3 with Example 11, it can be seen that under the proposed 
approach, the differential in tax paid by the manufacturer with a related marketing company 
and the one without is reduced from $3.24 ($11.40-$8.16) to $1.00 ($10.50-$9.50). »Tosthe 
extent that this differential arises through the shifting of profits to the marketing 
company, the differential is partially offset for many manufacturers by the lower corporate 
tax rate on manufacturing and processing under the Income Tax Act. 


EXAMPLE 12 


PROPOSED MEASURE: SALE OF IMPORTED GOOD 


a 


Duty-paid value $68.00 
Standard M&D deduction at 7% $4.76 
Manufacturer's price 63.24 
Value for tax 12505 
Tax at 12% 9.50 
Price to Canadian distributor 7 7250 
M&D costs, transportation and profit 32806 


Cost to wholesaler 1:09:250 


Example 12 illustrates that, compared to the current situation (as illustrated in Example 4), 
the tax paid by an importer will increase by $1.34 ($9.50-$8.16) following introduction of 
the measure. As well, the differential in tax paid by the importer and the Canadian 
manufacturer with direct sales will be reduced from $3.24 to $1.00. 


The measure will also bring about a reduction in the tax advantage enjoyed on national brand 
goods produced by contract manufacturers and on private brand goods produced by contract 
manufacturers. Example 13 illustrates that this advantage would be reduced to $1.00 
bo10750-$9-50)) from $3.24. 

EXAMPLE 13 


PROPOSED MEASURE: PRIVATE OR NATIONAL BRAND GOOD PRODUCED BY A CONTRACT MANUFACTURER 


Sale price by contractor $68 .00 
Standard M&D deduction at 7% $4.76 
Manufacturer's price 63.24 
Value for tax 79205 
Tax at 12% 9°50 
M&D costs, transportation and profit of national brand 

manufacturer or large retailer 32.00 
Cost to wholesaler or larae retailer 109.50 


Under the new system, established values and company-specific determined values will become 
redundant. Examples 14 and 15 illustrate that the tax paid by a manufacturer/wholesaler on a 
sale to a retailer will now be the same as the tax that would be paid by a manufacturer 
selling to a wholesaler who sells to a retailer. However, in some cases, existing 
industry-wide determined values may differ from the actual marketing and distribution costs. 
To facilitate compliance and to partially mitigate the effect of this measure, manufacturers 
will be permitted to use either their actual marketing and distribution costs or 
industry-wide determined values in calculating their tax. 


EXAMPLE 14 


PROPOSED MEASURE: SALE BY MANUFACTURER THROUGH WHOLESALER TO RETAILER 
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Sale price $100.00 
M&D costs $30.00 

Manufacturer's price 70.00 

Value for tax 87.50 

Tax at 12% 10.50 
Cost to wholesaler 110.50 
Additional M&D at wholesale level 10.00 
Cost to retailer 120.50 
EXAMPLE 15 


PROPOSED MEASURE: SALE BY A MANUFACTURER/WHOLESALER TO A RETAILER 


OL 


Manufacturing cost $65.00 
M&D costs, transportation and profit 35.00 
Additional M&D at wholesale level 10.00 
Price to wholesaler $110.00 
M&D costs 40.00 
Manufacturer's price 70.00 
Value for tax 87.50 
Tax at 12% 10.50 
Cost to retailer $120.50 


From these examples it can be seen that a number of deficiencies in the federal sales tax 
will be mitigated by this measure. In particular, the wide disparity in effective tax rates 
across competing goods will be significantly narrowed. However, some disparities among 
competing products and very wide differences in effective tax rates across industries 
remain. Export industries also continue to bear a high sales tax burden which puts them at 
an international competitive disadvantage. Correction of these weaknesses in the federal 
sales tax will only be achieved when stage two of tax reform is implemented. 


Goods Subject to the Adjustment 


The 25-per-cent adjustment will apply to all goods taxed at the 12-per-cent rate other than 
goods taxed at the wholesale trade level. The adjustment will not apply to construction 
materials, alcoholic beverages and tobacco products, which are taxed at different rates, or 
to goods subject to specific taxes, such as gasoline and diesel fuel. 


Small Manufacturer's Exemption 


Manufacturers with taxable sales of less than $250,000 per year may choose to be exempt from 
the measure. This will relieve many small businesses from the need to establish their actual 
marketing and distribution costs. About two-thirds of domestic manufacturers will be able to 
take advantage of this exemption. Small manufacturers who choose to be exempt will be 
required to pay tax on their actual sale price of goods, less the existing deduction for 
transportation and installation costs. Determined and established values will no longer be 
available to manufacturers who choose to be exempt. 
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Small manufacturers may elect to determine their tax according to the new measure +f 1 te ts “to 
their advantage to do so. The election may be made on an annual basis, before the start of 
the fiscal year in respect of which it is to apply, and once made, will apply for the entire 
year. Small manufacturers who elect to be included in the system will be subject to the 
adjustment on all of their sales subject to 12-per-cent tax, and, in the same manner as any 


other taxpayer, will be allowed to claim either 


(a) one of the standard deductions (25 per cent and 7 per cent, or the industry-wide 
determined value) or, 


(b) actual marketing and distribution costs. 
Deductible Marketing and Distribution Costs 


All costs reasonably attributable to the marketing and distribution of taxabie goods and 
incurred for the purpose of earning income will be deductible. No deduction will! be allowed 
for profits realized in respect of these activities. Thus, the value for tax on sales by 
manufacturers to independent purchasers will be significantly lower than the current value, 
by virtue of the deduction of marketing and distribution costs, but somewhat higher than the 
value would be if the manufacturer sold to a related marketing company. This difference 
arises because the use of a marketing company enables the manufacturer also to remove the 
profit on marketing and distribution costs from the tax base. It is expected that the 
deduction of these costs will provide tax bases for competing manufacturers that are 
sufficiently comparable that most domestic manufacturers can remain competitive without 
having to create a related marketing company for tax purposes. Where related marketing 
companies are established, the recently announced fair market value provisions will apply to 
ensure that the value for tax is not reduced to an artificially low level. 


The legislation will authorize a deduction for “costs reasonably attributable to the 
marketing and distribution of taxable goods" that are incurred by the taxpayer and are 
included in sale price. Specific listings of deductible costs will be outlined in 
administrative guidelines. Types of costs that will clearly be deductible will include 
discounts and allowances, samples, outbound freight, warehousing beyond manufacturing 
premises, sales department, salaries and commissions of sales personnel, advertising 
expenses, warranty, after-sales service, installation costs and customer relations. To the 
extent that they can be reasonably attributed to the marketing and distribution of taxable 
goods, indirect costs such as administration, data processing and the personnel department 
will be deductible. 


The legislation will provide a specific list of certain costs that will not be deductible for 
sales tax purposes. Examples of such costs are product liability, pre-production market 
research, engineering/product research and development, and royalties. Financing charges and 
profits will also not be deductible. 


Before preparation of the regulations and guidelines pertaining to the deductibility of 
marketing and distribution costs, the government will consult with taxpayers and their 
advisors. 


Calculation and Allocation of Distribution and Marketing Costs 


An allocation of costs between sales of taxable goods subject to the 25-per-cent adjustment 
and all other sales is required to calculate actual marketing and distribution costs that 
will be deductible. Taxpayers will be required to allocate costs to specific categories of 
sales where a specific allocation can be made. For example, costs incurred to advertise a 
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particular taxable product subject to the adjustment will be deductible, while advertising 
costs related to tax-exempt goods or taxable goods not subject to the adjustment will not be 
deductible. Other deductible costs that cannot be related to specific taxable or non-taxable 
goods will be allocated on a prorated basis, in a manner that is reasonable in the 
circumstances. For example, the general costs of operating the marketing department might be 
allocated on the basis of the ratio of taxable sales subject to the adjustment to total 
sales, if the ratio of sales of the two classes of goods is a reasonable representation of 
expenditures on those goods. Taxpayers will be expected to allocate costs in a consistent 
manner. 


Where e manufacturer elects to use the standard deduction for specific goods based on an 
industry-wide determined value, actual marketing and distribution costs will be used as the 
deduction only in the case of goods for which no determined value is used. Marketing and 
distribution costs will therefore have to be allocated between those goods for which an 
actual marketing and distribution cost deduction is being claimed and all other goods sold by 
the manufacturer. 


Mechanism for Claiming Deduction 


The deduction for marketing and distribution costs will operate in much the same manner as 
the current deduction for transportation costs. Manufacturers who are able to establish 
their actual marketing and distribution costs on an ongoing basis may reduce their value for 
tax by the appropriate cost amounts on each individual sale. Alternatively, a system using 
estimates based on the preceding year's experience may be used. At the end of a fiscal year, 
a manufacturer will calculate total marketing and distribution costs for the year and express 
those costs as a percentage of total sales of taxable goods subject to the 25-per-cent 
adjustment in that year. The percentage may be calculated by trade level and product line if 
desired, but such a calculation will not be mandatory. 


This percentage deduction will be used to determine the manufacturer's deduction for 
marketing and distribution costs during the next fiscal year. At the end of each fiscal 
year, the manufacturer will calculate actual deductible costs for the year and remit any tax 
on excess deductions, or claim a refund for any shortfall in deductions during the course of 
the year. At this time, the manufacturer's percentage deduction for the following year will 
also be established. 


This procedure will facilitate pricing and the calculation of manufacturers’ monthly sales 
tax liabilities during the year. The year-end adjustment will ensure that manufacturers are 
not denied the proper deduction for marketing and distribution costs, or allowed excess 
deductions, where variations exist from year to year. Such a system has been used 
successfully for a number of years in the administration of the transportation cost deduction 
for sales tax purposes where manufacturers provide delivery of taxable goods in their own 


vehicles. 
Determined and Established Values 


Revenue Canada's administrative system of determined and established values is designed to 
reduce variations in the amount of sales tax payable where goods are sold at different prices 
to wholesalers, retailers and users. This system applies only where differences in the value 
for tax result from differences in the trade level at which taxable goods are sold. 


There are two types of administrative values -- established values and determined values. 
Manufacturers who have an established price to wholesalers for regular lines of goods of 
their manufacture, may use this price to account for tax on sales of these goods to retailers 
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and final users. Manufacturers unable to use established prices may be authorized to use 
determined values for specific goods. These industry-wide values for tax are set by Revenue 
Canada to approximate prices to wholesalers or retailers by other competing manufacturers 
selling similar goods at these trade levels. 


This system of values has been used for many years to equalize the tax burden between 
competing manufacturers selling at different trade levels. It is uneven in application, 
however, since it applies only in circumstances where goods are sold in sufficient quantities 
at different trade levels. Moreover, it is an administrative system not provided for in law 
and, hence, is not subject to appeal in the event that taxpayers and tax administrators 
differ on the appropriate value. 


The deduction of marketing and distribution costs will achieve the same objectives in a 
direct and more equitable manner. It will be available to all taxpayers and will be codified 
to protect their appeal rights. Thus, use of administrative values will be terminated 
effective October 31, 1988 for all goods taxable at the 12-per-cent manufacturer's sales tax 
rate. Revenue Canada's industry-wide determined values will be codified as part of the 
standard deduction available to manufacturers in lieu of claiming actual marketing and 
distribution costs. These industry-wide discounts are intended to be comparable to actual 
marketing and distribution costs that would otherwise be deductible. By retaining them as 
part of the standard deduction, compliance costs for many manufacturers will be minimized. 


Standard Deduction 


Taxpayers subject to the new measure may deduct actual marketing and distribution costs or 
claim a standard deduction. The standard deduction is designed to minimize the costs of 
complying with the new system for those taxpayers who do not wish to calculate their actual 
marketing and distribution costs. It also will provide a minimum deduction for those with 
low marketing costs. 


Some Canadian importers may not be able to obtain information or satisfactory evidence of the 
marketing and distribution costs incurred by the exporter, and thus will be unable to claim 
the actual costs incurred. The standard deduction will ensure that these importers are 
provided a reasonable deduction in respect of marketing and distribution costs related to the 
Canadian market which are included in the duty-paid value of the goods they import. 


Licensed wholesalers purchase goods exempt from tax and are required to pay tax on their 
purchase price at the time they sell the goods. In order to ensure they are taxed on the 
same basis as the manufacturers from whom they acquire the goods, they should be able to 
deduct marketing and distribution costs incurred by their suppliers. In most cases, however, 
licensed wholesalers acquire goods from a number of different domestic suppliers and 
exporters, each of whom will have a different deduction for marketing and distribution 

costs. Moreover, suppliers are likely to be reluctant to supply such information to their 
customers. For these reasons, licensed wholesalers will not be authorized to claim the 
actual marketing and distribution costs but will be required to use one of the standard 
deductions. 


Two options will be provided under the standard deduction: 
(1) a deduction of 25 per cent of the sale price on the first $250,000 of taxable sales 
in the fiscal year of goods subject to the 25-per-cent adjustment, and of 7 per 


cent of the sale price on subsequent sales; 


or 
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(2) a deduction equal to the industry-wide determined value prescribed by regulation in 
the case of goods for which such a value has been prescribed, and either a flat 
7-per-cent deduction in respect of all other goods, or actual marketing and 
distribution costs relating to those goods. 


An election to use one of the standard deduction options must be made by taxpayers prior to 
the start of their fiscal year and will apply for the full year. 


The associated company rules in section 256 of the Income Tax Act will apply to taxpayers 
electing to claim the standard deduction, to ensure that the benefit of the higher deduction 
for the first $250,000 of sales is not multiplied by splitting a company into a number of 
separate legal entities. 


Treatment of Imports 


Costs of marketing and distributing goods in Canada that are incurred by foreign exporters 
will be deductible where such costs are included in the duty-paid value. This would include 
costs incurred in Canada, such as maintaining a sales force here, and costs incurred outside 
Canada and aimed exclusively at the Canadian market, to the extent that all such costs are 
included in duty-paid value. Importers will have to be able to provide evidence to 
substantiate the deduction claimed. In lieu of claiming a deduction for the actual marketing 
and distribution costs included in the duty-paid value of imported goods, importers will be 
able to claim the standard deduction for marketing and distribution costs outlined above. 


The deduction for marketing and distribution costs in relation to imported goods will be 
provided in two parts. The adjustment will be applied at the time of entry to the duty-paid 
value less the 7-per-cent standard deduction and tax will be paid on this value. Where the 
importer is claiming actual marketing and distribution costs, the value for tax will be 
adjusted at the end of the taxpayer's fiscal year, based on the costs claimed, and a refund 
paid. An importer who elects to use the standard deduction may claim a refund at the end of 
the fiscal year based on the full 25-per-cent deduction for marketing and distribution costs 
on the first $250,000 of imported goods. 


Refunds 


There are a number of circumstances in which either the seller or the purchaser may obtain a 
refund of federal sales tax paid on taxable goods. Currently, the actual amount of tax paid 
is refunded where the claimant (the person applying for the refund) has evidence of the 
amount of tax that was imposed on the original taxable sale. Where the claimant has 
purchased goods from a manufacturer who sells at a tax-included price (i.e. does not show tax 
extra on the invoice) or from a wholesaler or retailer who holds tax-paid inventory, the tax 
contained in the sale price cannot be determined accurately. In these circumstances, an 
estimate must be made of the amount of tax originally paid on the goods and a refund paid on 
the basis of this estimate. 


While adjustments will be required in the formulas used to take account of the 25-per-cent 
adjustment and new marketing and distribution cost deductions, the basic system will continue 
to provide an appropriate means of ensuring that exempt users and others entitled to refunds 
of federal sales tax continue to receive the full benefit of the relief available to them. 


Effective Date and Transition 


The measure will be effective on and after November 1, 1988. For fiscal years which straddle 
this date, appropriate transition rules will be included in the legislation. 


Soot te 


PROCESS 


In order to assist taxpayers and their advisers to understand the new measure and to provide 
input on a timely basis, the Department of Finance will be asking professional organizations 
to hold seminars in major centres across Canada. Written submissions sent to the Department 
of Finance by mid-March will be taken into consideration in the development of legislation to 
implement this proposal. The Minister of Finance plans te introduce legislative amendments 
in May, to come into effect on November 1 of this year. 
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